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Some Aspects of Instalment Financing*
By C. A. H. Narlian
I have decided that an address on the subject of instalment
selling and financing should first approach the topic in its varied
economic aspects and with this in mind I feel impelled to com
ment very briefly upon some of the many views which have been
expressed in print during the last two years or so debating the
question from almost every conceivable angle. Therefore, before
touching the questions related to the operations and accounting
of finance companies, I will ask your indulgence to attempt to
spread before you, as briefly as possible, certain of the many
economic phases of instalment selling.
In the first place, it appears to be a universally acknowledged
fact that the recent rapid growth of selling goods on partial pay
ments has greatly accelerated the raising of the standard of living.
It seems equally undebatable that this raising of the living stand
ard has actually stimulated incentive to work productively among
the masses of people. It has certainly brought about a wider
range of knowledge and an increased contentment of mind and,
as a corollary, it is probably not going too far to say that the
development of the natural instinct of acquisitiveness is incon
sistent with labor unrest. Let us now come to the questions
raised as to whether instalment selling is an economic boon or
a bane.
One prominent industrialist admits that the people had need of
conveniences which they could not quickly accumulate the funds
to buy and thus credit served as a bridge from a lower to a higher
standard of living. He is not quite clear as to the period to which
he ascribes these advantages. He believes that the workman
who pays for credit is simply reducing the buying power of his
own wages owing to the added costs of financing.
Another gentleman, who is antagonistic to the fundamentals of
instalment selling, indicts the practice on the basis of its economic
* Address delivered at a meeting of the New York State Society of Certified Public Account*
ants, December 12, 1927.
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aspects as it affects the buyer. He believes the system that
enables young people to “mortgage their future,” as he expresses
it, tends to deprive them of opportunity to build character and to
save money, and thus be ready to invest in business ventures,
etc. He also is of the opinion that cost is increased by reason of
instalment buying and thus the purchasing power of the buyer
is curtailed. Many economists have undoubtedly used exagger
ated figures in their estimates of the volume of instalment sales,
in advancing their theories that this plan is burdening the people
with debt.
In an extensive article on the subject, I find it stated as a basic
reason for the recent growth of instalment selling that “in a
period of increasing productivity, industry turns out more con
sumers’ goods than consumers can buy with their current income,
which income is derived from industry in the shape of wages, inter
est, dividends, rent, etc., and consequently industry is resorting
more and more to the device of handing the consumer goods to be
paid for out of future income.” There is also pointed out the
fallacy of the common argument that increase in instalment
business involves inflation of credit followed by depression, the
fact being that expansion of instalment credit is for the purpose
of increasing consumption rather than production. The article
concludes by saying that it is better for us to acquire goods on
partial payments than not to acquire goods at all.
Well informed and close students of the many phases of this
subject state as a logical fact that prosperity in this country has
been largely built upon the economic principle of mass production
which must obviously be closely related to mass consumption.
Mass production provides remunerative employment to many
and at the same time unquestionably brings about reduced costs,
which in turn facilitate buying on the part of well paid employees.
Furthermore, instalment buying, in the case of a large number
of people, causes them to put aside money each month to liquidate
their indebtedness and thus brings about a habit of saving out of
their earnings. It has also developed ambitions on the part of the
wage earner to improve his manner of living, which in turn have
resulted in increasing his productive efforts, thus, of course,
increasing the sum total of wealth.
A great deal has been said as to the volume of instalment sales,
and in such a matter it would probably be surprising if estimates
did not become gravely exaggerated in some quarters. Esti82
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mates which may be considered reliable have indicated that about
6 per cent, of the annual income of the United States, estimated
for the calendar year 1926 as in excess of eighty billions of dollars,
was spent in buying goods on instalments, averaging about $250
a family.
It is of interest to note that there has definitely been a marked
decrease in the percentage of automobiles sold on the instalment
plan compared with total production during the past two years.
In 1925 the proportion of new and used cars financed was 75
per cent; in 1926 it declined to 70 per cent., and in 1927
the percentage dropped to 60.8 per cent., surely a noteworthy
decrease. This decline is attributed partly to growing pros
perity and in some measure to curtailment of credit arising from
the unsatisfactory experience gained by finance companies on
paper with low initial payment and over-extended terms.
Every thinking person must believe profoundly in thrift. But
with particular reference to the question raised that thrift pro
duces character, I believe an analysis will show that if by thrift is
meant the forgoing of all commodities, such as sewing machines,
washing machines and the dozens of other articles that in the
present age are considered ordinary necessities, this country would
certainly not have developed to its present high state of industrial
civilization. Today’s conception of thrift is naturally different
from that of thirty years ago and it is well that it is so. Surely
most thinking people are ready to point with pride to the great
strides this country has made in a cultural sense. This advance
ment could not have been possible if the wage earner were restricted
to the purchase of the bare necessities of life. It may be stated
as a fact that the extension of the use of automobiles to so many
people of moderate means has enriched the country to an im
measurable extent.
Any discussion of instalment selling naturally leads us to the
automobile industry, the greatest in the world, which has seen its
phenomenal development through the medium of instalment
selling. Statistics are proverbially dry, but I feel justified in
presenting a few in order to focus attention on the vast ramifica
tions of this mammoth industry.
Last year the automobile industry used 11 per cent. of the hard
wood lumber, 18 per cent. of the copper, 14 per cent. of the iron
and steel, 14 per cent. of the lead, 21 per cent. of the tin, 25 per
cent. of the aluminum, 28 per cent. of the nickel, 50 per cent. of
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the plate glass, 63 per cent, of the upholstery leather and 85
per cent. of the rubber consumed, while 80 per cent. of the gasoline
consumed was used by motorists.
Again referring to our tremendous wealth, the production of
which is directly attributable to the automobile industry, I believe
it to be an incontrovertible fact that consumer’s credit has been
the cause for a considerable proportion of the increment in the
wealth of this country. The motor industry would certainly not
be the largest in the world if consumer credit were not available to
permit the purchasing on the instalment plan of 60 per cent. of all
automobiles produced. There would not have been the vast
sums expended on new roads were it not for the twenty-three
million automobiles in use.
The next logical step in developing our subject is the evolution
of the modern finance company, which came into existence, not
because of any great demand on the part of the public to buy
things on the partial-payment plan, but because of the demand for
a highly specialized service that came from business, a service
which is admittedly outside the scope of the ordinary bank. There
has naturally been a development in the science of instalment
financing during the past years which has been the means of
enabling thousands of business men and manufacturers to prosper
by virtue of an increase in their turnover along sound credit lines.
It would be impossible to estimate the number of dealers in all
types of commodities whose success in business is in large measure
dependent upon the availability of consumer credit provided by
finance companies.
The widest possible spread of risk is enjoyed, and this will
readily be understood when one realizes that the funds furnished
to the motor industry, for instance, are repaid by people engaged
in many different businesses. It must be admitted that occa
sionally the sound principles governing instalment financing have
been disregarded, but it will be obvious that a continuous devia
tion therefrom carries its own corrective. In the company with
which I am associated, sixty-six different commodities are now
being financed, exclusive of automobiles. The farmer is receiving
his full share of the benefits accruing from the ability to purchase
modern labor-saving agricultural machinery on the time-payment
plan. This is all made possible by the finance companies.
In recent years, there has been a gratifying increase in buying on
the instalment basis industrial machinery and other articles which
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are earning money for the owner, thus paying for themselves.
Finance companies are constantly receiving requests to finance
articles which, upon careful analysis, do not meet the tests of
usefulness, durability and marketability which are the standards
that govern the decision whether they should be financed or not.
The older finance companies have gained a wealth of experience
in merchandising problems, with their complex relation to credits,
that is daily being used constructively in business. Furthermore,
all the larger companies representing the major part of the capital
employed in this business are members of a national association
of finance companies which performs a most useful service in col
lating essential data relating to their business, leading logically
to the acceptance of certain standard policies by the members.
Before passing to a discussion of operating and accounting
methods of finance companies, it would perhaps be well to remind
ourselves that in the final analysis the cornerstone of the finance
business has been and always will be sound credits. The pro
spective purchaser of any article upon the basis of deferred pay
ments must be able to demonstrate to the satisfaction of the
company to which the transaction is submitted that he has gained
a reputation of willingness as well as ability to pay, and he must
stand the credit tests in every particular. As a matter of fact,
the experience gained by well managed finance companies clearly
shows that the large percentage of instalment buyers who are
considered worthy of credit meet their obligations.
I would now like to present a brief picture, in outline, of a
finance company in its relation to instalment selling of automo
biles. At the outset it would be well to correct the impression
that seems to exist in some places that a finance company lends
money on commodities. This is definitely not so. Financing
instalment paper consists solely of purchasing consumers’ obliga
tions, contracted by individual purchasers of commodities, from
dealers in or distributors of those commodities.
The customer of the finance company is, therefore, the dealer,
and arrangements for financing the dealer’s paper must naturally
be made between the dealer and the finance company. In
making the finance arrangements, the dealer submits a financial
statement, references, etc. to the finance company as a basis for
establishing credit in the same way as he would at a bank. As I
will explain later, the dealer’s credit plays a vital part in the
financial set-up.
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When the credit of the dealer has been established to the satis
faction of the finance company and the limit of outstandings has
been passed upon by the credit department, the finance company
is ready to do business with the dealer, usually under terms
and conditions of a legally binding agreement. The dealer re
ceives the finance company’s rate chart; adds the appropriate
finance charge as set forth therein, which normally includes
insurance, to the unpaid balance on the automobile that is being
sold, and obtains from the purchaser a note and a contract for
this total sum. These he transmits to the finance company for
its acceptance, upon which the proceeds are remitted to him. It
is at this point that the finance company actively comes into the
picture and commences to perform the services for its dealer
customers which may be enumerated as follows:

(1) Promptly providing funds with which to finance the sales
of the dealer up to certain limits, which are naturally
based upon the financial strength, etc. of the individual
dealer. This obviates the necessity of the dealer’s con
stantly having to raise money by means of loans from
his bank.
(2) Passing upon the credit of the purchaser both as to his
ability and willingness to pay. In this respect the same
fundamental banking principles which apply to sound
credits are vitally necessary.
(3) After the credit has been passed and the paper purchased, it
is incumbent upon the finance company to keep the
purchaser notified as to the recurring future payments
that are to be made and to effect collection thereof, at
the same time using every endeavor to maintain the
goodwill of the purchaser throughout the period of their
dealings with each other, to the end that he may again
be ready to do business with the dealer at a later date.
I will now briefly describe the three principal plans under
which instalment financing of automobiles is conducted at the
present time.
(1) Without recourse. It is hardly necessary to amplify on
this. As the term implies, financing under this plan
relieves the dealer of all liability in respect of the transac
tions submitted by him, except as to the validity of the
paper which, of course, must be bona fide. The dealer’s
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balance-sheet under this plan obviously need contain no
reference whatsoever to any contingent liability.
(2) Endorsement by the dealer. This renders the dealer fully
liable for the balance due on the paper created, without
respect to the chattel, and he may be called upon to pay
the unpaid balance of a note after it has become past due
for a certain period of time. It will, of course, be appre
ciated that under this plan the dealer’s balance-sheet
must either show the asset and corresponding liability
for notes discounted or set forth his contingent liability
thereunder.
As a variation of the endorsement plan, it is sometimes neces
sary to obtain guaranties by more responsible persons than the
dealer, but this simply operates as an enlargement of the endorse
ment principle.
(3) Repurchase agreement. This consists of an agreement
entered into between the finance company and the dealer
setting forth their respective obligations at some length
under various eventualities, such as:
(a)
Repossession of car
(b)
Conversion of car
(c)
Losses resulting from collision damage
(d)
Confiscation by federal and state authorities
(e)
Reserves withheld
Etc. etc.
The principal factor in an agreement of this kind may be said
to place upon the dealer the obligation to accept delivery of re
possessions made by the finance company resulting from the
purchaser’s failure to meet his instalments and thereupon to
reimburse the finance company for the unpaid balance. Under
this plan, the finance company is called upon to repossess the car
and to deliver it to the dealer, and in the event of a material
collision damage, the agreement usually obligates the finance
company to make due allowance therefor to the dealer.
Legal opinions rendered by the highest authorities agree that
under the repurchase-agreement plan, it is unnecessary for the
dealer’s balance-sheet to show any contingent liability, and this
principle appears to be fully accepted by the banks.
It is not my object to attempt to discuss the relative merits of
these methods of instalment financing. I might mention that at
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the inception of the business, the prevailing custom was to secure
the endorsement of the dealer upon all paper financed, but this
practice is becoming more and more uncommon and has to a large
extent been replaced by either the repurchase or the withoutrecourse plan.
At a recent dinner which was attended by the leading indus
trialists of the country, a noted economist, who together with a
large force of statisticians has devoted well over a year to the
study of instalment financing in all its phases, expressed his con
clusions as to the soundness of instalment financing and at the
same time unequivocally endorsed the principle of the repurchase
agreement plan as distinguished from the without-recourse plan.
It will readily be appreciated that the automobile is a com
modity which depreciates through use, and it is accordingly
necessary to formulate certain distinctly restrictive rules in its
financing, such as:
(1) That a sufficient down payment must be made by the
purchaser to make his equity so substantial that per se
he will have a financial incentive to pay his instalments
and thus liquidate his obligation.
(2) That the period of a contract be not over-extended and the
instalments be large enough so that the unpaid balance is
being reduced more quickly than the current depreciation.
(3) That the purchaser is financially able to meet the obligation
he is desirous of incurring and, judging from past experi
ence, is likely to remain so.
(4) That the purchaser is a good moral risk, gainfully occupied
in a legally conducted business, is industrious and has a
reputation for honest dealings; that he is not a floater nor
engaged in a hazardous occupation.
(5) That the car is one that is being currently manufactured
and has a ready market upon resale as a used car.
(6) That used cars be not sold to purchasers at excessive prices
and furthermore, that they be sold without misrepre
sentation as to the condition of the car. In this relation
it will hardly be surprising to note that the purchasers of
used cars are notorious complainants on the score that
they have not had value received. This question largely
rests upon the practice of individual dealers who in some
cases recondition the cars thoroughly and sell them at
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reasonable prices and in other cases are not quite so
considerate of the purchaser.
(7) That fire and theft insurance be placed on the car for pro
tection of the finance company and the purchaser.
The dealings of finance companies with dealers are frequently
covered by blanket agreement between the factory and the finance
company, the factory using its efforts to have its dealers do busi
ness with a particular finance company. It is natural under
these conditions for the manufacturer to require a nation-wide
service and this has necessitated the opening of numerous
branches throughout the country by the larger finance companies
in more recent years. It was found that greatly improved service,
both as to credits and collections, could be given to the dealer
through local representation.
One of the desirable phases of operating on a national basis is
the facilitation of a greater spread of risk, comparable to that of
insurance companies. We all know the tremendous boom that
existed in Florida in 1924 and 1925, and we are well aware of the
unfortunate violent recession that so suddenly followed it.
Obviously, during a boom period in any section of the country,
automobiles, trucks and all other commodities are being pur
chased to a phenomenal extent, a large proportion of them on the
partial-payment plan. Losses are bound to result and operating
expenses mount high when the bubble of prosperity breaks, and
the advantages of nation-wide operation then become apparent.
Losses incurred in a certain section of the country can be offset and
absorbed by the earnings from the rest of the country.
It is an undoubted fact that the finance companies have learned
a great deal in this unfortunate experience in Florida. When the
boom was on, men who were known to be earning $10,000 a year
and more, and who could, through the other credit tests, qualify
as desirable risks, found their earning powers reduced over night,
due to the sudden drop in business activities, and their real-estate
holdings became almost a liability instead of an asset. Under
these conditions, many of them found it impossible to meet their
obligations.
Let us now consider some of the phases dealing with the ac
counting problems involved in instalment financing.
The principal asset appearing on the balance-sheet of the
finance company is, of course, the item of notes receivable. These
are its “stock in trade” and present a detailed accounting with
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each purchaser. The accounts are usually kept on cards which
contain a wealth of information, such as:

1.
2.
3.
4.
5.
6.
7.
8.
9.
10.
11.
12.
13.
14.
15.
16.
17.
18.
19.
20.

File number
Purchaser’s name and address
Dealer’s name and address
Date of contract
Total selling price of car
Amount of the note
Number of monthly instalments
Amount of each instalment
Day of month upon which instalment is payable
The plan under which it is sold
The make of car
Serial number
The motor number
The year and model
The accounting control in which it is contained
The grade of credit risk
The insurance certificate issued thereon
The amount of insurance
The service and finance charges
The reserve withheld from the dealer

One must stop and consider for a moment the vast amount of
accounting detail that is necessary to keep track of the status of
each purchaser account when it is realized that a twelve-months’
transaction necessitates at least thirteen entries, plus occasional
entries for returned remittances, etc. It must be understood in
this relation that the volume of obligations purchased during a
year by certain finance companies approximates $200,000,000.
• Naturally, accuracy and speed are essential factors in maintain
ing the accounts and intensive studies have been made of laborsaving devices which will turn out the work with the maximum
speed and efficiency. In the larger organizations which, as I
have previously explained, are usually operated on a decentralized
basis, the number of accounts are, of course, split up among the
various branches.
To aid in the application of remittances to the proper accounts
which may not be readily identified, cards are kept on rotaries.
These rotaries are being constantly referred to and serve a most
useful purpose during the entire life of the contract.
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At the time each transaction is purchased a card is made show
ing the serial number, and this is immediately forwarded to the
Auto Financing Credit Men’s Association for the purpose of
checking against duplication of financing. In other words, it
naturally behooves the finance companies to protect themselves
against the possibility of the same car being financed through
different finance companies.
Very comprehensive records are kept, setting forth the finance
company’s experience in its dealings with the individual dealer in
the minutest detail, such as:
(a)
(b)
(c)
(d)
(e)

Number of transactions purchased, new and used
Outstandings at the end of each month
Repossessions unpaid
Past dues
Losses incurred
Etc., etc.

One very important function is the preparation of itemized lists
of past-due accounts at frequent intervals, to aid in the collection
effort. Likewise, lists have to be prepared showing the cars that
have been repossessed but have not been disposed of either to the
dealer or outside purchaser. In the case of repossessed cars, all
losses sustained must be charged off and properly analyzed for
statistical purposes.
The purchasers must be notified each month of the due date and
amount of their next instalment. It is only natural that all
accounts are not paid on date of maturity and accordingly other
notices reminding the debtor of his obligation also have to be
mailed at intervals of a few days.
The evidence of the obligation of the purchaser is his signed
note and signed conditional sales contract (in certain states
chattel mortgages are the legal equivalent), and it therefore be
hooves the finance companies to safeguard in every way these
notes and contracts until they have been paid out, whereupon they
are returned through the dealer to the maker. It will be under
stood that many finance companies pledge their notes receivable
with banks and in such cases the bank becomes the custodian of
the collateral.
Arrangements are made with insurance companies to have
insurance coverage effective immediately upon acceptance of the
paper, and this necessitates the keeping of records with which to
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check the bordereaux received monthly from the insurance com
pany. In the larger finance companies, an insurance department
usually attends to the many matters arising in respect of claims
as well as cancellations, etc., and in this department it is necessary
to have highly trained insurance men.
Probably two of the most important items appearing on the
balance-sheets of finance companies are deferred income and
reserves for credit losses. When a sale is made by a mercantile
company, the gross profit is quite rightly taken into income, but
the finance company is governed by the same general rules that
apply to all instalment businesses. The major principle which
must govern is that at any stated period there should be a suffi
cient deferring of income with which to pay future interest and
operating expenses so as to liquidate completely the asset of notes
receivable outstanding as of that date, and furthermore, to defer
an equitable proportion of profit during the collection period. It
is in the treatment of this account that certain conservative prin
ciples are most necessary. While there is no hard-and-fast rule
among finance companies concerning the spread of deferred
income, the theory of spreading income over the life of the paper
on the basis of the reduced outstandings would appear to have
the sanction of authority and unquestionably has stood the test
of experience. I do not propose to go into the details regarding
the manner in which the computation for the monthly spread of
income is effected, inasmuch as this has been covered in an ex
cellent article appearing in The Journal of Accountancy dated
July, 1927.
I believe that it is undoubtedly good accounting to deduct from
the total differential (representing the excess of the face of the note
over the amount paid therefor) all insurance premiums payable
and reserves to be created for future credit losses, and in my
opinion it is equally good accounting also to deduct the acquisi
tion cost, or selling expense, incurred. Hence, upon this theory,
it is only after these deductions that the spread of deferred income
is made, taking up the proportion thereof for the current month
and each subsequent month.
Perhaps the point may be raised that, on the basis outlined,
the deferring of income is made on what may be termed the ideal
basis, namely, on the assumption that all collections will be made
in the month of maturity. In actual practice, of course, it will be
understood that this ideal condition does not exist, but the point
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to realize is that it is necessary immediately to allocate the
monthly gross income to the future months and that it would be
impracticable to defer the allocation upon the basis of actual
collection experience.
Coming now to the question of reserves, the same general re
marks apply to this item as have been made with reference to
deferred income. It is essential that a sufficient reservation be
made out of income, specifically ear-marked, which will enable
the outstanding notes receivable as of any date to be liquidated in
the future without in any way attacking net income. Experience
is the great teacher of what is needed to protect the outstanding
receivables and it may be easily understood that the executives
of well managed finance companies are most vigilant at all times
as to the condition of their reserve accounts.
As I have just explained, it is considered to be the best practice
immediately to set aside out of gross income an amount for re
serves which reasonably assures the liquidation of the receivables
created. There is no escaping the fact that finance charges in
clude a sum equivalent to the proportion of losses that are entailed
in the ordinary course of business due to delinquency of purchas
ers. The finance business is highly competitive and therefore
it is strictly necessary for the individual finance companies to keep
their loss ratio down to the very minimum so that in turn the
finance charge may be as low as possible. A wealth of statistical
data is kept relating to losses charged off, and it is readily de
terminable whether or not they are exceeding the reserves pro
vided, so that in such an event the company is immediately aware
that its profits are being dissipated by excess losses and proceeds
to take the necessary corrective measures.
Fortunately, losses do not arise without giving full warning of
their approach. The warnings come through the past-due figures
and the percentage which they bear to the total outstandings, as
well as the number of unliquidated repossessions with similar
percentages. These are the danger signals, and it is over these
that the executives naturally keep a most watchful eye. You will
readily understand that in nation-wide operation certain terri
tories will present an unfavorable picture at certain times. For
instance, in a coal-mining region where there is a strike in prog
ress, collections are bound to be slow and the past dues will
accordingly mount up. Having a picture of each territory,
however, provides the executives with the means to cope with
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the unfavorable situations which arise and to forestall abnormal
losses.
For convenience, it is preferable to classify reserves so that the
varied losses which occur may be appropriately grouped together
and thus provide the executives with extremely valuable statisti
cal information.
Before leaving the question of reserves, I would like to call
attention to practices which may tend to confuse rather than to
clarify the balance-sheets of finance companies. I have in mind
the combining of impure reserves with true reserves. As an
illustration, I will refer to the prevailing practice of creating a
reserve for dealers which is payable at intervals during the year.
These hold-backs will probably be found under some such caption
as “ Dealers reserve,” but in my opinion they are nothing more nor
less than a current liability and they should appear on the balancesheet under this caption. While there is a reservation between
the finance company and the individual dealer, and in effect this
hold-back is a security to the finance company for the per
formance of the dealer’s obligations, it will at once be seen that
this type of reserve does not meet all the accepted requirements
of reserves, namely, what might be termed mutuality. In other
words, a true reserve must be able to contribute towards the
deficiency of any account, whereas this type of reserve is com
posed of individual items which can not be merged together to
provide for general losses.
In the development of finance companies, it has become more
and more imperative that numerous analyses be made which will
provide a wide range of statistical information to enable the
executives to have before them a composite picture, preferably
comparative, dealing with such phases of the business as losses,
divided by territories and classified as to their nature, reposses
sions, classification of paper financed by makes of cars and by
territories, and a wealth of other information.
The closest supervision is maintained over the monthly ex
penses and the percentage they bear to the outstandings. If the
average is known, it is possible approximately to compute the
theoretical profit by setting up a standard of expense to out
standings, the interest rate being easily determinable. This
theoretical profit can then be compared with the actual figures
and the variations carefully investigated.
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